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PREFACE

So, you've decided to bite the bullet and invest in a book designed to help you earn a 5
on your AP Microeconomics and Macroeconomics exams. Congratulations! You have taken
the first of many small steps toward this goal. An important question remains: Why
this book?

Priority number one, both for your AP course and for this book, is to prepare you to
do well enough on the AP Microeconomics and Macroeconomics exams to earn college
credit. I firmly believe that this book has a comparative advantage over your other options.
First, I have written this text with a certain conversational approach, rather than a flurry of
formulas and diagrams that you must remember. Sure, some memorization is required for
any standardized test, but a memorizer of formulas is in deep trouble when asked to ana-
lyze the relative success of several possible economic policies or to draw fine distinctions
between competing economic theories. Using this book to supplement and reinforce your
understanding of the theories and relationships in economics will allow you to apply your
analytical skills to the exam, and this gives you a significant advantage over the formula-
memorizing exam taker. If you spend less time memorizing formulas and take the extra
time to understand the basics, you will get along just fine with this book, and you will do
extremely well on the AP Economics exams.

Second, as a college professor who has taught economics to thousands of students, I have
a strong understanding of where the learning happens and where the mistakes are made.

Third, as a reader of AP exams, I can tell you where points are lost and where a 5 is
made on the free-response questions. Most importantly, I am a realist. You want to know
what it takes to earn a 5 and not necessarily the finer points of the Federal Reserve System,
the Sherman Antitrust Act, or the NAFTA.

Take the time to read the first four chapters of this book, which are designed to help
you understand the challenge that lies ahead and to provide you with tips for success on
the exam.

Take each diagnostic exam to see where you stand before beginning your review. The
bulk of this book is a comprehensive review of economics with practice questions at the end
of each chapter. These questions are designed to quickly test your understanding of the
material presented in each chapter, not necessarily to mirror the AP exams. For exam ques-
tions that are more typical of what you will experience in May, I have provided you with
two practice exams in both microeconomics and macroeconomics. These are practice exams
complete with essay questions, sample responses, and scoring guidelines.

There are a couple of important updates in this 2008-2009 edition. I have expanded
coverage of game theory because there is a growing use of game theory in the AP
Microeconomics curriculum, in introductory text books, and college courses. For several
years, the people who develop the AP exam have been urging high school teachers to devote
more time to game theory. This is usually a strong hint of a future free-response question, and
in 2007 the test development committee included, for the very first time, a game theory
question in the free-response section of the Microeconomics exam. One of the practice

Copyright © 2008 by The McGraw-Hill Companies, Inc. Click here for terms of use.
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Microeconomics exams in this book provides you with a game theory free-response ques-
tion that will help you to prepare for a topic that will surely appear again.

In the Macroeconomics curriculum, I have made important changes in the treatment of the
money market and market for loanable funds. I have also, based upon the input of respected
high school economics teachers, tried to increase the degree of difficulty on the macroeco-
nomics free-response questions to give you a better sense of what awaits you in May.

I don’t see any reason to continue talking about the book when we could just dive in.
I hope that you enjoy this book, and that you find it a useful resource. Good luck!
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The Basics

INTRODUCTION:
THE FIVE-STEP PROGRAM

Not too long ago, you agreed to enroll in AP Microeconomics or Macroeconomics.
Maybe you saw a flyer and the allure of economic knowledge was just too much to resist,
or maybe a respected teacher encouraged you to challenge yourself and you took the bait.
Either way, you find yourself here, flipping through a book that promises to help you
culminate this life-changing experience with the highest of honors, a 5 in AP Economics.!
Can it be done without this book? Sure, there are many excellent teachers of AP Economics
out there who teach, coax, and cajole their students into a 5 every year. But for the majority
of students in your shoes, the marginal benefits of buying this book far outweigh the

marginal costs.

Introducing The Five-Step Preparation Program

-

This book is organized as a five-step program to prepare you for success on the exams.
These steps are designed to provide you with the skills and strategies vital to the exam and
the practice that can lead you to that perfect 5. Each of the five steps will provide you with
the opportunity to get closer and closer to that prize trophy 5. Here are the five steps.

Step 1: Set Up Your Study Program

In this step you'll read a brief overview of the AP Economics exams both in microeconomics
and in macroeconomics, including an outline of topics and the approximate percentage of
the exam that will test knowledge of each topic. You will also follow a process to help deter-
mine which of the following preparation programs is right for you:

* Full school year: September through May.
* One semester: January through May.
* Six weeks: Basic training for the exam.

Step 2: Determine Your Test Readiness

In this step you'll take diagnostic exams in microeconomics and macroeconomics. These
pre-tests should give you an idea of how prepared you are to take both of the real exams
before beginning to study for them.

* Go through each diagnostic exam step-by-step and question-by-question to build your
confidence level.

* Review the correct answers and explanations so that you see what you do and do not yet
fully understand.

"There are two AP exams in economics: Microeconomics and Macroeconomics. When I refer to both exams, I just
call them the AP Economics exams.

¢ xiii
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Step 3: Develop Strategies for Success

In this step you'll learn strategies that will help you do your best on the exam. These strate-
gies cover both the multiple-choice and free-response sections of the exam. Some of these
tips are based upon my understanding of how the questions are designed, and others have
been gleaned from my years of experience reading (grading) the AP Economics exams.

* Learn to read multiple-choice questions.
* Learn how to answer multiple-choice questions, including whether or not to guess.
* Learn how to plan and write the free-response questions.

Step 4: Review the Knowledge You Need to Score High

In this step you'll learn or review the material you need to know for the test. This review
section takes up the bulk of this book. It contains:

* A comprehensive review of microeconomics.
* A comprehensive review of macroeconomics.

Studying for one exam is daunting enough, but studying for two exams, in one subject area,
can be unsettling. There is a lot of material here, enough to summarize a year-long experi-
ence in AP Microeconomics and Macroeconomics and highlight the, well, highlights. Some
AP courses will have covered more material than yours, some will have covered less, but the
bottom line is that if you thoroughly review this material, you will have studied all that is
tested on the exam, and you will have significantly increased your chances of scoring well.
This 2008-2009 edition gives new emphasis to some areas of the microeconomic and
macroeconomic content to bring your review more in line with recent exams. For example,
there is more discussion of efficiency and game theory in the microeconomics review and
more discussion of the market for loanable funds in the macroeconomics review.

Step 5: Build Your Test-Taking Confidence

In this step you'll complete your preparation by testing yourself on practice exams. This sec-
tion contains two complete exams in microeconomics and macroeconomics, solutions, and,
sometimes more importantly, advice on how to avoid the common mistakes. Once again,
the 2008-2009 edition of this book has updated the free-response exams to more accurately
reflect the content tested on recent AP exams. Be aware that these practice exams are 7ot
reproduced questions from actual AP Economics exams, but they mirror both the material
tested by AP and the way in which it is tested.

Lastly, at the back of this book you'll find additional resources to aid your preparation.
These include:

* A summary of formulas related to the AP Economics exams.
* A glossary of terms related to the AP Economics exams.

* A list of Web sites related to the AP Economics exams.

* A brief bibliography.
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Introduction to the Graphics Used in this Book

B

To emphasize particular skills and strategies, we use several icons throughout this book. An
icon in the margin will alert you to pay particular attention to the accompanying text. We
use these three icons:

This icon indicates a very important concept or fact that you should not pass over.

This icon calls your attention to a strategy that you might want to try.

This icon alerts you to a tip that you might find useful.

Boldfaced words indicate terms that are included in the glossary at the end of this
book. Throughout the book you will also find marginal notes, boxes, and starred areas. Pay
close attention to these areas because they can provide tips, hints, strategies, and further expla-
nations to help you reach your full potential.
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Set Up Your Study Program

cHAPTER 1  What You Need to Know About the AP Economics Exams
CHAPTER 2 How to Plan Your Time
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What You Need to Know About

the AP Economics Exams

IN THIS CHAPTER

Summary: Learn what topics are tested, how the test is scored, and basic test-
taking information.

Key Ideas
& Most colleges will award credit for a score of 4 or 5.
© Multiple-choice questions account for two-thirds of your final score.

© One-quarter of a point is deducted for each wrong answer on
multiple-choice questions.

© Free-response questions account for one-third of your final score.

& Your composite score on the two test sections is converted to a score on
the 1-to-5 scale.

Background Information

The AP Economics exams that you are taking were first offered by the College Board
in 1989. Since then, the number of students taking the tests has grown rapidly. In 1989,
3,198 students took the Macroeconomics exam, and by 2006 that number had increased
to 52,599.

Copyright © 2008 by The McGraw-Hill Companies, Inc. Click here for terms of use.
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Some Frequently Asked Questions about
the AP Economics Exams

Why Take the AP Economics Exams?

While there might be some altruistic motivators, let’s face it: most of you take the AP
Economics exams because you are seeking college credit. The majority of colleges and uni-
versities will accept a 4 or 5 as acceptable credit for their Principles of Microeconomics or
Macroeconomics courses. Many private colleges will give you credit if you take both exams
and receive a combined score of a 9 or 10. A small number of schools will even accept a
3 on an exam. This means you are one or two courses closer to graduation before you even
begin working on the “freshman 15.” Even if you do not score high enough to earn college
credit, the fact that you elected to enroll in AP courses tells admission committees that you
are a high achiever and serious about your education. In recent years close to two-thirds of
students have scored a 3 or higher on their AP Microeconomics or Macroeconomics exams.

What Is the Format of the Exams?

Table 1.1 Summarizes the format of the AP Macroeconomics and Microeconomics exams

AP MACROECONOMICS

Section Number of Questions Time Limit
I. Multiple-Choice Questions 60 1 hour and 10 minutes
II. Free-Response Questions 3 Planning time: 10 minutes

Writing time: 50 minutes

AP MICROECONOMICS

Section Number of Questions Time Limit
I. Multiple-Choice Questions 60 1 hour and 10 minutes
II. Free-Response Questions 3 Planning time: 10 minutes

Writing time: 50 minutes

Who Writes the AP Economics Exams?

Development of each AP exam is a multi-year effort that involves many education and test-
ing professionals and students. At the heart of the effort is the AP Economics Development
Committee, a group of college and high school economics teachers who are typically asked
to serve for three years. The committee and other college professors create a large pool of
multiple-choice questions. With the help of the testing experts at Educational Testing
Service (ETS), these questions are then pre-tested with college students enrolled in
Principles of Microeconomics and Macroeconomics for accuracy, appropriateness, clarity,
and assurance that there is only one possible answer. The results of this pre-testing allow
each question to be categorized by degree of difficulty. Several more months of develop-
ment and refinement later, Section I of the exam is ready to be administered.

The free-response essay questions that make up Section II go through a similar process
of creation, modification, pre-testing, and final refinement so that the questions cover the
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necessary areas of material and are at an appropriate level of difficulty and clarity. The com-
mittee also makes a great effort to construct a free-response exam that will allow for clear
and equitable grading by the AP readers.

At the conclusion of each AP reading and scoring of exams, the exam itself and the
results are thoroughly evaluated by the committee and by ETS. In this way, the College
Board can use the results to make suggestions for course development in high schools and
to plan future exams.

What Topics Appear on the Exams?

Excellent question. The College Board, after consulting with teachers of economics, devel-
ops a curriculum that covers material that college professors expect to cover in their first-
year classes. Based upon this outline of topics, the multiple-choice exams are written such
that those topics are covered in proportion to their importance to the expected economics
understanding of the student. Confused? Suppose that faculty consultants agree that envi-
ronmental issues are important to the microeconomics curriculum, maybe to the tune of
10 percent. If 10 percent of the curriculum in an AP Microeconomics course is devoted to
environmental issues, you can expect roughly 10 percent of the multiple-choice exam to
address environmental issues. Below are the general outlines for the Microeconomics and
Macroeconomics curriculum and exams. Remember this is just a guide and each year the
exam differs slightly in the percentages.

Microeconomics
Approximate percentage
Content Area for exam (multiple-choice)
I. Basic Economic Concepts 8-14%

A. Scarcity, choice, and opportunity cost

B. Production possibilities curve

C. Comparative advantage, specialization,
and trade

D. Property rights and role of incentives

E. Marginal analysis

II. The Nature and Functions of Product Markets 55-65%
A. Supply and demand (15-20%)
1. Market equilibrium
Determinants of supply and demand
Price and quantity controls
Elasticity
a. Price, income, and cross-price elasticities
of demand
b. Price elasticity of supply
5. Consumer surplus, producer surplus, and
market efficiency
6. Tax incidence and dead weight loss
B. Theory of consumer choice (5-10%)
1. Total utility and marginal utility
2. Utility maximization: equalizing marginal

utility per dollar

bl e
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3. Individual and market demand curves
4. Income and substitution effects
C. Production and costs (10—15%)
Production functions: short and long run
Marginal product and diminishing returns
Short-run costs
Long-run costs and economies of scale
Cost minimizing input combination
irm behavior and market structures (25-35%)
Profit
a. Accounting versus economic profits
b. Normal profit
c. Profit maximization: MR = MC rule
2. Perfect competition
a. Profit maximization
b. Short-run supply and shutdown decision
c. Firm and market behaviors in short-run and
long-run equilibria
d. Efficiency and perfect competition
3. Monopoly

a. Sources of market power

e I A el

b. Profit maximization
c. Inefficiency of monopoly
d. Price discrimination
4. Oligopoly
a. Interdependence, collusion, and cartels
b. Game theory and strategic behavior
5. Monopolistic competition
a. Product differentiation and role of advertising
b. Profit maximization
c. Short-run and long-run equilibria
d. Excess capacity and inefficiency

III. Factor Markets 10-18%
A. Derived factor demand
B. Marginal revenue product
C. Labor market and firms’ hiring of labor
D. Market distribution of income

IV. Market Failure and the Role of Government 12-18%
A. Externalities
1. Marginal social benefit and marginal social cost
2. DPositive externalities
3. Negative externalities
4. Remedies
B. Public goods
1. Public versus private goods
2. Provision of public goods
C. Public policy to promote competition
1. Antitrust policy
2. Regulation
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D. Income distribution
1. Equity

2. Sources of income inequality

Macroeconomics

Content Area

L.

II.

III.

IV.

Basic Economic Concepts

. Scarcity, choice, and opportunity cost

. Production possibilities curve

. Comparative advantage, specialization,
and trade

. Demand, supply, and market equilibrium

. Macroeconomic issues: business cycles,
unemployment, inflation, growth

m O 0w >

Measurement of Economic Performance
A. National income accounts
1. Circular flow
2. Gross domestic product
3. Components of gross domestic product
4. Real versus nominal gross domestic product
B. Inflation measurement and adjustment
1. Price indices
2. Nominal and real values
3. Costs of inflation
C. Unemployment
1. Definition and measurement
2. Types of unemployment
3. Natural rate of unemployment

National Income and Price Determination
A. Aggregate demand
1. Determinants of aggregate demand
2. Multiplier and crowding-out effects
B. Aggregate supply
1. Short-run and long-run analyses
2. Sticky versus flexible wages and prices
3. Determinants of aggregate supply
C. Macroeconomic equilibrium
1. Real output and price level
2. Short and long run
3. Actual versus full-employment output
4. Economic fluctuations

Financial Sector
A. Money, banking, and financial markets
1. Definition of financial assets:
money, stocks, bonds

Approximate percentage
for exam (multiple-choice)

8-12%

12-16%

10-15%

15-20%
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Time value of money

Measures of money supply

Banks and the creation of money

Money demand

Money market

. Loanable funds market

B. Central bank and control of the money supply
1. Tools of central bank policy
2. Quantity theory of money
3. Real versus nominal interest rates

NV A

V. Inflation, Unemployment, and Stabilization Policies 20-30%
A. Fiscal and monetary policies
1. Demand-side effects
2. Supply-side effects
3. Policy mix
4. Government deficits and debt
B. Inflation and unemployment
1. Types of inflation
a. Demand-pull inflation
b. Cost-push inflation
2. The Phillips curve: short-run versus
long-run
3. Role of expectations

VI. Economic Growth and Productivity 5-10%
A. Investment in human capital
B. Investment in physical capital
C. Research and development, and technological
progress

D. Growth policy

VII. Open Economy: International Trade and Finance 10-15%
A. Balance of payments accounts
1. Balance of trade
2. Current account
3. Capital account
B. Foreign exchange market
1. Demand for and supply of foreign exchange
2. Exchange rate determination
3. Currency appreciation and depreciation
C. Net exports and capital flows
D. Links to financial and goods markets

Who Grades My AP Economics Exam?

From confidential sources, I can tell you that over 100,000 free-response essay booklets are
dropped from a three-story building, and those that fall into a small cardboard box are
given a 5, those that fall into a slightly larger box are given a 4, and so on until those that
fall into a dumpster receive a 1. It’s really quite scientific!
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Every June a group of economics teachers gather for a week to assign grades to your
hard work. Each of these “Faculty Consultants” spends a day or so getting trained on one
question and one question only. Because each reader becomes an expert on that question,
and because each exam book is anonymous, this process provides a very consistent and
unbiased scoring of that question. During a typical day of grading, a random sample of each
reader’s scores is selected and cross-checked by other experienced “Table Leaders” to insure
that the consistency is maintained throughout the day and the week. Each reader’s scores
on a given question are also statistically analyzed to make sure that they are not giving scores
that are significantly higher or lower than the mean scores given by other readers of that
question. All measures are taken to maintain consistency and fairness for your benefit.

Will My Exam Remain Anonymous?

Absolutely. Even if your high school teacher happens to randomly read your booklet, there
is virtually no way he or she will know it is you. To the reader, each student is a number
and to the computer, each student is a bar code.

What About That Permission Box on the Back?

The College Board uses some exams to help train high school teachers so that they can help
the next generation of economics students to avoid common mistakes. If you check this
box, you simply give permission to use your exam in this way. Even if you give permission,
your anonymity is still maintained.

How Is My Multiple-Choice Exam Scored?

The multiple-choice section of each Economics exam is 60 questions and is worth two-
thirds of your final score. Your answer sheet is run through the computer, which adds up
your correct responses and subtracts a fraction for each incorrect response. For every incor-
rect answer that you give, one-quarter of a point is deducted and the total is a raw score.
This formula looks something like this:

Section I Raw Score = Nijghe = 0.25N 00,

How Is My Free-Response Exam Scored?

Your performance on the free-response section is worth one-third of your final score. The
Economics exam in both microeconomics and macroeconomics consists of three questions.
Because the first question is longer than the other two, and therefore scored on a higher
scale, it is given a different weight in the raw score. For example, question #1 might be
graded on a scale of 10 points while question #2 is graded on a scale of 7 points and ques-
tion #3 on a scale of 5 points. Every year, ETS, the Economics Development Committee,
and the Chief Faculty Consultant tinker with the weighting formulas. However, if you use
the following sample formula as a rough guide, you’ll be able to gauge your approximate
score on the practice questions.

Section II Raw Score = (1.50 X Score #1) + (1.0714 X Score #2) + (1.50 X Score #3)

So How Is My Final Grade Determined and
What Does It Mean?

With a total composite score of 90 points, and 60 being determined on Section I, the
remaining 30 must be divided among the three essay questions in Section II. The total com-
posite score is then a weighted sum of the multiple-choice and the free-response sections.
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In the end, when all of the numbers have been crunched, the Chief Faculty Consultant con-
verts the range of composite scores to the 5-point scale of the AP grades.

Table 1.2 gives you a very rough example of a conversion and as you complete the prac-
tice exams, you may use this to give yourself a hypothetical grade, keeping in mind that
every year the conversion changes slightly to adjust for the difficulty of the questions from
year to year. You should receive your grade in early July.

Table 1.2
MICROECONOMICS MACROECONOMICS
Composite Composite
Score Range AP Grade Score Range AP Grade Interpretation
73-90 5 71-90 5 Extremely well
qualified for college
credit
58-72 4 53-70 4 Well qualified
45-57 3 43-52 3 Qualified
33-44 2 31-42 2 Possibly qualified
0-32 1 0-30 1 No recommendation
Example:

In Section I, you receive 50 correct and 10 incorrect responses on the macro-
economics practice exam. In Section II, your scores are 7/10, 6/7, and 5/5.

Weighted Section I =50 — 0.25 x 10 = 47.5

Weighted Section II = (1.50 X 7) + (1.0714 X 6) + (1.50 X 5)
=10.50 + 6.4284 + 7.5 = 24.4284

Composite Score = 47.5 + 24.4284 = 71.9284, rounded to 72, which would be

assigned a 5.

How Do | Register and How Much Does It Cost?

If you are enrolled in AP Economics in your high school, your teacher is going to provide
all of these details, but a quick summary wouldn’t hurt. After all, you do not have to enroll
in the AP course to register for and complete the AP exam. When in doubt, the best source
of information is the College Board’s Web site: www.collegeboard.com.

In 2007 the fee for taking the morning Macroeconomics and afternoon Microeconomics
exams was $83 for each exam. Students who demonstrate financial need may receive
a $22 refund to help offset the cost of testing. There are also several oprional fees that
can be paid if you want your scores rushed to you or if you wish to receive multiple grade
reports.

The coordinator of the AP program at your school will inform you where and when
you will take the exam. If you live in a small community, your exam might not be admin-
istered at your school, so be sure to get this information.
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What If My School Only Offered AP Macroeconomics
and Not AP Microeconomics, or Vice Versa?

Because of budget and personnel constraints, some high schools cannot offer both
Microeconomics and Macroeconomics. The majority of these schools choose the macro
side of the AP program, but some choose the micro side. This puts students at a significant
disadvantage when they sit down for the Microeconomics exam without having taken the
course. Likewise, Macroeconomics test takers have a rough time when they have not taken
the Macroeconomics course. If you are in this situation, and you put in the necessary effort,
I assure you that buying this book will give you more than a fighting chance on either exam
even if your school did not offer that course.

What Should | Bring to the Exam?

On exam day, I suggest bringing the following items:

* Several pencils and an eraser that doesn’t leave smudges.

* Black or blue colored pens for the free-response section. Some students like to use two
colors to make their graphs stand out for the reader.

* A watch so that you can monitor your time. You never know if the exam room will, or
will not, have a clock on the wall. Make sure you turn off the beep that goes off on the
hour.

* Your school code.

* Your photo identification and social security number.

* Tissues.

* Your quiet confidence that you are prepared!

What Should | NOT Bring to the Exam?

It’s probably a good idea to leave the following items at home:

* A calculator is not allowed on the Microeconomics or Macroeconomics exam.

* A cell phone, beeper, PDA, or walkie-talkie.

* Books, a dictionary, study notes, flash cards, highlighting pens, correction fluid, a ruler,
or any other office supplies.

* Portable music of any kind. No CD players, MP3 players, or iPods are allowed.

* Clothing with any economics on it.

* Panic or fear. It’s natural to be nervous, but you can comfort yourself that you have used
this book well and that there is no room for fear on your exam.



- |

How to Plan Your Time

IN THIS CHAPTER

Summary: The right preparation plan for you depends on your study habits
and the amount of time you have before the test.

Key Idea
& Choose the study plan that's right for you.

Three Approaches to Preparing for AP Exams

12 >

What kind of preparation program for the AP exam should you follow? Should you care-
fully follow every step, or are there perhaps some steps you can bypass? That depends not
only on how much time you have, but also on what kind of student you are. No one knows
your study habits, likes, and dislikes better than you do. So you are the only one who can
decide which approach you want and/or need to adopt. This chapter presents three poss-
ible study plans, labeled A, B, and C. Look at the brief profiles below. These will help you
determine which of these three plans is right for you.

You’re a full-school-year prep student if:

1. You are the kind of person who likes to plan for everything very far in advance.

You buy your best friend a gift two months before his or her birthday because you know
exactly what to choose, where you will buy it, and how much you will pay for it.

You like detailed planning and everything in its place.

You feel that you must be thoroughly prepared.

5. You hate surprises.

N

Copyright © 2008 by The McGraw-Hill Companies, Inc. Click here for terms of use.
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If you fit this profile, consider Plan A.

You're a one-semester prep student if:

1.

2.

3.
4.

You buy your best friend a gift one week before his or her birthday because it sort of
snuck up on you, yet you have a clear idea of exactly what you will be purchasing.
You are willing to plan ahead to feel comfortable in stressful situations, but are okay
with skipping some details.

You feel more comfortable when you know what to expect, but a surprise or two is cool.
You're always on time for appointments.

If you fit this profile, consider Plan B.

You’re a 6-week prep student if:

1.

2.
3.

4.
5.
6.

You buy your best friend a gift for his or her birthday, but you need to include a belated
card because you missed it by a couple of days.

You work best under pressure and tight deadlines.

You feel very confident with the skills and background you've learned in your AP
Economics classes.

You decided late in the year to take the exam.

You like surprises.

You feel okay if you arrive 10 to 15 minutes late for an appointment.

If you fit this profile, consider Plan C.

Table 2.1 Three Different Study Schedules

MONTH

PLAN A: FULL PLAN B: ONE
SCHOOL YEAR SEMESTER PLAN C: 6 WEEKS

September to October

Introduction; Chapters 1 to 4 — —

November Chapters 5 to 7 — —

December Chapters 8 to 9 — —

January Chapters 10 to 11 Chapters 1 to 4 —

February Chapters 12 to 13; Chapters 5 to 11; —
Micro Practice Micro Practice Exam 1
Exam 1

March Chapters 14 to 15 Chapters 12 to 14 —

April Chapters 16 to 17; Macro Chapters 15 to 17; Skim Chapters 1 to 11;
Practice Exam 1 Macro Practice all rapid reviews; take

Exam 1 both Practice Exams 1

May Review everything; take Review everything; Skim Chapters 12 to 17;

both Practice Exams 2 take both Practice take both Practice

Exams 2 Exams 2
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Calendar For Each Plan

Plan A: You Have a Full School Year to Prepare

Use this plan to organize your study during the coming school year.

SEPTEMBER-OCTOBER (Check off the activities as
you complete them.)

Determine the student mode (A, B, or C)
that applies to you.

Carefully read Chapters 1 to 4 of this book.
Take the Diagnostic Exams.

Pay close attention to your walk through of
the Diagnostic Exams.

Get on the Web and take a look at the AP
Web site(s).

Skim the review chapters in Step 4 of this
book. (Reviewing the topics covered in this
section will be part of your year-long prepa-
ration.)

Buy a few color highlighters.

Flip through the entire book. Break the book
in. Write in it. Toss it around a little bit ...
highlight it.

Get a clear picture of your own school’s AP
Economics curriculum.

Begin to use this book as a resource to sup-
plement the classroom learning,.

NOVEMBER (the first 10 weeks have elapsed)
Read and study Chapter 5, Fundamentals of
Economic Analysis.
Read and study Chapter 6, Demand, Supply,
Market Equilibrium, and Welfare Analysis.
Read and study Chapter 7, Elasticity,
Microeconomic Policy, and Consumer Theory.

DECEMBER

Read and study Chapter 8, The Firm, Profit,
and the Costs of Production.

Read and study Chapter 9, Market Structures,
Perfect Competition, Monopoly and Things
Between.

Review Chapters 5 to 7.

JANUARY (20 weeks have elapsed)
Read and study Chapter 10, Factor Markets.
Read and study Chapter 11, Public Goods,
Externalities, and the Role of Government.

Review Chapters 5 to 9.

FEBRUARY

Take Microeconomics Practice Exam 1 in the
first week of February.

Evaluate your Micro strengths and weak-
nesses.

Study appropriate chapters to correct your
Micro weaknesses.

Read and study Chapter 12, Macroeconomic
Measures of Performance.

Read and study Chapter 13, Consumption,
Saving, Investment and the Multiplier.
Review Chapters 5 to 11.

MARCH (30 weeks have now elapsed)

Read and study Chapter 14, Aggregate
Demand and Aggregate Supply.

Read and study Chapter 15, Fiscal Policy,
Economic Growth and Productivity.

Review Chapters 5 to 13.

APRIL
Read and study Chapter 16, Money, Banking
and Monetary Policy.
Read and study Chapter 17, International
Trade.

Review Chapters 5 to 15.

Take Macroeconomics Practice Exam 1 in
the last week of April.

Evaluate your Macro strengths and weak-
nesses.

Study appropriate chapters to correct your
Macro weaknesses.

MAY (first 2 weeks) (THIS IS IT")

Review Chapters 5 to 17 — all the material!
Take both Practice Exams 2.

Score yourself.

Get a good night’s sleep before the exam. Fall
asleep knowing that you are well prepared.

GOOD LUCK ON THE TEST!



How to Plan Your Time < 15

Plan B: You Have One Semester to Prepare

If you have already completed one semester of economic studies, the following plan will help
you use those skills you've been practicing to prepare for the May exam.

JANUARY-FEBRUARY

Carefully read Chapters 1 to 4 of this book.
Take the Diagnostic Exams.

Pay close attention to your walk through of
the Diagnostic Exams.

Read and study Chapter 5, Fundamentals of
Economic Analysis.

Read and study Chapter 6, Demand, Supply,
Market Equilibrium, and Welfare Analysis.
Read and study Chapter 7, Elasticity,
Microeconomic Policy, and Consumer Theory.
Read and study Chapter 8, The Firm, Profit,
and the Costs of Production.

Read and study Chapter 9, Market
Structures, Perfect Competition, Monopoly
and Things Between.

Read and study Chapter 10, Factor Markets.
Read and study Chapter 11, Public Goods,
Externalities, and the Role of Government.
Take Microeconomics Practice Exam 1 in the
last week of February.

Evaluate your Micro strengths and weak-
nesses.

Study appropriate chapters to correct your
Micro weaknesses.

MARCH (10 weeks to go)
Read and study Chapter 12, Macroeconomic
Measures of Performance.

Read and study Chapter 13, Consumption,
Saving, Investment and the Multiplier.

Read and study Chapter 14, Aggregate
Demand and Aggregate Supply.

Review Chapters 5 to 11.

APRIL
Read and study Chapter 15, Fiscal Policy.
Read and study Chapter 16, Money, Banking
and Monetary Policy.
Read and study Chapter 17, International
Trade.
Take Macroeconomics Practice Exam 1 in the
last week of April.

Evaluate your Macro strengths and weak-
nesses.

Study appropriate chapters to correct your
Macro weaknesses.

Review Chapters 12 to 17.

MAY (first 2 weeks) (THIS IS IT")

Review Chapters 5 to 17 — all the material!
Take both Practice Exams 2.

Score yourself.

Get a good night’s sleep before the exam. Fall
asleep knowing that you are well prepared.

GOOD LUCK ON THE TEST!
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Plan C: You Have Six Weeks to Prepare

Use this plan if you have been studying economics for 6 months or more and intend to use this book
primarily as a specific guide to the AP Economics exams. If you have only 6 weeks to prepare, now is not the
time to try to learn everything. Focus instead on the essential points you need to know for the test.

APRIL 1-15

Skim Chapters 1 to 4 of this book.

Skim Chapters 5 to 11.

Carefully go over the Rapid Review sections
of Chapters 5 to 11.

Complete the Microeconomics Practice
Exam 1.

Score yourself and analyze your errors.

Skim and highlight the Glossary at the end of
the book.

APRIL 15-MAY 1

Skim Chapters 12 to 17.
Carefully go over the Rapid Review sections
of Chapters 12 to 17.

Complete the Macroeconomics Practice
Exam 1.

Score yourself and analyze your errors.
Continue to skim and highlight the Glossary
at the end of the book.

MAY (first 2 weeks) (THIS IS IT")

Carefully go over the Rapid Review sections
of Chapters 5 to 17.

Take both Practice Exams 2.

Score yourself and analyze your errors.

Get a good night’s sleep before the exam. Fall
asleep knowing that you are well prepared.

GOOD LUCK ON THE TEST!
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Take Diagnostic Exams

IN THIS CHAPTER

Summary: Because you are studying for two exams, this chapter includes a
diagnostic exam for both microeconomics and macroeconomics. These are
each half the length of the real thing and are restricted to multiple-choice
questions. They are intended to give you an idea of where you stand with
your economics preparation. The questions have been written to approximate
the coverage of material that you will see on the AP exams and are similar to
the review questions that you see at the end of each chapter in this book.
Once you are done with both exams, check your work against the given
answers, which also indicate where you can find the corresponding material in
this book. Also provided is a way to convert your score to a rough AP score.

Key Ideas

& Practice the kind of multiple-choice questions you will be asked on the
real exam.

& Answer questions that approximate the coverage of topics on the real exam.

& Check your work against the given answers.

© Determine your areas of strength and weakness.

& Earmark the pages which you must give special attention.

Copyright © 2008 by The McGraw-Hill Companies, Inc. Click here for terms of use.
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Diagnostic Exams: Answer Sheet

Record your responses to the exams in the spaces below.
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Diagnostic Exam: AP Microeconomics

SECTION |
Time—35 Minutes
30 Questions

Scarcity is best defined as

(A) the difference between limited wants and
limited economic resources.

(B) the difference between the total benefit of
an action and the total cost of that action.

(C) the difference between unlimited wants
and limited economic resources.

(D) the opportunity cost of pursuing a given
course of action.

(E) the difference between the marginal ben-
efit and marginal cost of an action.

Which of the following statements describes a
capitalist market economy?

I.  Economic resources are allocated based upon
relative prices.

II. Private property is fundamental to innova-
tion, growth, and trade.

III. A central government plans the production
and distribution of goods.

(A) Tonly

(B) II only

(C) I only

(D) IandII only
(E) TandIII only

For the following multiple-choice questions, select the best answer choice and record your choice on the answer

sheet provided.

Butter

Bread
Figure D.1

The graph above (Figure D.1) shows a nation’s
production possibility frontier (PPF) for the
production of bread and butter. Which of the

following is true?

(A) The opportunity cost of producing more
butter is a decreasing amount of bread.

(B) Point X represents unemployed economic
resources.

(C) The opportunity cost of producing more
butter is a constant amount of bread.

(D) Point X represents a labor force that has
become less productive.

(E) The opportunity cost of producing more
butter is an increasing amount of bread.

Which of the following is true of equilibrium
in a purely (or perfectly) competitive market for
good X?

(A) A shortage of good X exists.

(B) The quantity demanded equals the quantity
supplied of good X.

(C) A surplus of good X exists.

(D) The government regulates the quantity of
good X produced at the market price.

(E) Dead weight loss exists.
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5. The competitive market for gasoline is currently 8. Suppose the price of beef rises by 10 percent and

in a state of equilibrium. Which of the following
would most likely increase the price of gasoline?

(A) Household income falls.

(B) Technology used to produce gasoline
improves.

(C) The price of subway tickets and other public
transportation falls.

(D) The price of crude oil, a raw material for
gasoline, rises.

(E) The price of car insurance rises.

If the demand for grapes increases simultaneously
with an increase in the supply of grapes, we can
say that

(A) equilibrium quantity rises, but the price
change is ambiguous.

(B) equilibrium quantity falls, but the price change
is ambiguous.

(C) equilibrium quantity rises, and the price rises.

(D) equilibrium quantity falls, and the price falls.

(E) the quantity change is ambiguous, but the

equilibrium price rises.

Price
E S
C/
F
A D
0 B Quantity

Figure D.2

In Figure D.2 above, identify the area of consumer
surplus.

(A) 0ACB
(B) OFCB
(C) AFC
(D)ACE
(E) FCE

the quantity demanded of beef falls by 20 per-

cent. We can conclude that

(A) demand for beef is price elastic and consumer
spending on beef is falling.

(B) demand for beef is price elastic and consumer
spending on beef is rising.

(C) demand for beef is price inelastic and con-
sumer spending on beef is falling.

(D) demand for beef is price inelastic and con-
sumer spending on beef is rising.

(E) demand for beef is unit elastic and consumer
spending on beef is constant.

. If the price of firm A’s long-distance service rises

by 5 percent and the quantity demanded for firm
B’s long-distance service increases by 10 percent,
we can say that

(A) demand for firm B is price elastic.

(B) supply for firm B is price elastic.

(C) firms A and B are substitutes because the
cross-price elasticity is greater than zero.

(D) firms A and B are complements because the
cross-price elasticity is less than zero.

(E) firms A and B are complements because the
cross-price elasticity is greater than zero.

10. Which of the following describes the theory

behind the demand curve?

(A) Decreasing marginal utility as consumption
rises.

(B) Increasing marginal cost as consumption
rises.

(C) Decreasing marginal cost as consumption
rises.

(D) Increasing total utility at an increasing rate as
consumption rises.

(E) The substitution effect is larger than the
income effect.



11.

12.

If a consumer is not required to pay a monetary
price for each cookie she consumes, the consumer
will stop eating cookies when

(A) the total utility from eating cookies is equal
to zero.

(B) the substitution effect outweighs the income
effect from eating cookies.

(C) the ratio of marginal utility divided by total
utility is equal to one.

(D) the marginal utility from eating the last cookie
is zero.

(E) the marginal utility from eating the next
cookie is increasing at a decreasing rate.

In the short run, a firm employs labor and capi-
tal to produce gadgets. If the annual price of cap-
ital increases, what will happen to the short-run
cost curves?

(A) The marginal cost and average variable cost
curves will shift upward.

(B) The average fixed cost and average total cost
curves will shift upward.

(C) The marginal cost and average fixed cost
curves will shift upward.

(D) The marginal cost, average fixed cost, average
variable cost, and average total cost curves
will all shift upward.

(E) Only the average fixed cost curve will shift
upward.

Questions 13 to 15 are based on the table of costs

below for a perfectly competitive firm.

AVERAGE | AVERAGE
FIXED VARIABLE | MARGINAL
OUTPUT| COST COST COST

0

1 $10 $5 $5
2 $5 $3.50 $2
3 $3.33 $4.33 $6
4 $2.50 $5 $7
5 $2 $5.60 $8

13.

14.

15.

16.
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The total fixed cost of producing a quantity
of4is

(A) $
(B)$750
(C) $7
(D) $2.50
(E) $10

The range of diminishing marginal productivity
begins at what level of output?

At a quantity of 4, what is the total cost of
production?

(A) $7.50
(B) $2.50
(C) $15
(D) $30
(E) $14.50

Monopolistic competition is often characterized by

(A) strong barriers to entry.

(B) long-run price that exceeds average total cost.

(C) price that exceeds average variable cost, causing
excess capacity.

(D) a homogenous product.

(E) many resources devoted to advertising.

Questions 17 to 18 are based on Figure D.3 below,
which illustrates the short-run cost curves of a per-

fectly competitive firm.

Price $

P3

P2
P1

PO

MC ATC

AVC

q0g1q2 g3 g4 Qutput

Figure D.3
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17.

18.

19.

20.

The shutdown point is seen at:

(A) PO, 40
(B) 1, q1
(C) P2, g2
(D) P3, 43
(E) P3, ¢4

If the market price of the output increases from
P1 to P3, the profit-maximizing firm will

(A) increase output from ¢l to ¢4 and earn
positive economic profits.

(B) increase output from g1 to g4 and earn a
normal profit.

(C) increase output from ¢l to ¢3 and earn
positive economic profits.

(D) increase output from g1 to ¢3 and earn a
normal profit.

(E) increase output from ¢l to ¢2 and earn
economic losses.

If the perfectly competitive price is currently
below minimum average total cost, we can expect
which of the following events in the long run?

(A) The price will rise and each firm’s output will
fall as firms exit the industry.

(B) Market equilibrium quantity will increase as
firms exit the industry.

(C) Nothing. The industry is currently in long-
run equilibrium.

(D) Profits will fall as the market price increases.

(E) The price will rise to the breakeven point as
firms exit the industry.

Which of the following statements describes a
profit-maximizing monopolist?

I.  Output is set where marginal revenue equals
marginal cost, creating an efficient allocation
of economic resources.

II. Dead weight loss is eliminated in the long run.

III. Price is set above marginal cost, creating
allocative inefficiency.

(A) I only

(B) II only

(C) I1I only

(D)I and II only
(E) II and III only

21.

22.

23.

24.

25.

Which of the following is necessarily a character-
istic of oligopoly?

(A) Free entry into and exit from the market.

(B) A few large producers.

(C) One producer of a good with no close
substitutes.

(D) A homogenous product.

(E) No opportunities for collusion between firms.

The market structures of perfect competition and
monopolistic competition share which of the fol-
lowing characteristics?

(A) Ease of entry and exit in the long run.

(B) Homogenous products.

(C) Perfectly elastic demand for the firm’s product.
(D) Long-run positive profits.

(E) Rigid or “sticky” prices.

If the government wishes to regulate a natural
monopoly so that it produces an efficient level of
output it would be

(A) where price is equal to average total cost.

(B) where marginal revenue equals marginal cost.
(C) where normal profits are made.

(D) where price is equal to average variable cost.
(E) where price is equal to marginal cost.

Which of the following is most likely to decrease
the demand for kindergarten teachers?

(A) An increase in K-12 funding.

(B) Increased immigration of foreign citizens and
their families.

(C) A decrease in the average number of children
per household.

(D) Subsidies given to college students who
major in elementary education.

(E) The state decreases the number of classes
required to receive a teaching certificate.

Which of the following statements is true about
the demand for labor?

(A) It rises if the price of a substitute resource
falls and the output effect is greater than the
substitution effect.

(B) It falls if the price of the output produced
rises.

(O) It falls if the price of a complementary
resource falls.

(D) It falls if the demand for the output produced
by labor increases.

(E) It falls if the labor becomes more productive.



Questions 26 to 27 are based on the table of employ-
ment data below.

QUANTITY | MARGINAL REVENUE
WAGE OF LABOR | PRODUCT OF LABOR
(W) SUPPLIED (MRP,)
$4 0
$5 10 $7
$6 20 $6
$7 30 $5
$8 40 $4
26. Ifa firm is hiring labor in the perfectly competitive

27.

labor market, the wage and employment will be

(A) $4 and zero.
(B) $5 and 10.
(C) $6 and 20.
(D) $7 and 30.
(E) $8 and 40.
If the above firm were a monopsonist, the wage
would be and employment would be
the competitive outcome.

(A) greater than; less than

B) less than; greater than

C) greater than; greater than
D) less than; less than

E) less than; the same as

(
(
(
(
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28. Which of the following is the best example of a

29.

public good?

(A) A visit to the orthodontist.
(B) A session at the tanning salon.
(C) A large pizza.

(D) A cup of coffee.

(E) The Hubble telescope.

A negative externality from the production of a
good exists when

(A) the market overallocates resources to the pro-
duction of this good.

(B) spillover benefits are received by society.

(C) the marginal social benefit equals the mar-
ginal social cost.

(D) total welfare is maximized.

(E) the marginal private cost exceeds the mar-
ginal social cost.

30. Which of the following tax systems is designed to

redistribute income from the wealthy to the poor?
(A) A progressive tax system.

(B) A regressive tax system.

(C) A proportional tax system.

(D) An excise tax system.

(E) A tariff system.

Once you have completed the Diagnostic Exam in Microeconomics, take a short break
before restarting the clock and completing the Macroeconomics exam. Wait until you are
done with both exams before you score them. Again, the questions on this Macroeconomics
exam will approximate the coverage of material that you will see on the actual AP exam and
are similar to the review questions that you will see at the end of each chapter of review

material.
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Diagnostic Exam: AP Macroeconomics

SECTION |
Time—35 Minutes
30 Questions

For the following multiple-choice questions, select the best answer choice and record your choice on the answer

sheet provided.

1. Which of the following resources are examples of
capital?

I.  An electric typewriter

II. A barrel of crude oil

III. A registered nurse

IV. A share of corporate stock

(A) I only

B) II only

C) III only

D)II and IV only
E) I and IV only

~ o~~~

Question 2 is based on the production possibilities of
two nations that can produce both crepes and paper.

NATION X NATION Y
Crepes Paper Crepes Paper
0 3 0 5
9 0 5 0

2. Which of the following statements is true of these
production possibilities?

(A) Nation X has comparative advantage in
paper production and should trade paper to
Nation Y'in exchange for crepes.

(B) Nation X has comparative advantage in
crepe production and should trade crepes to
Nation Y'in exchange for paper.

(C) Nation X has absolute advantage in paper
production and Nation Y has absolute advan-
tage in crepe production. No trade is possible.

(D) Nation Y has absolute advantage in paper
production and Nation X has absolute advan-
tage in crepe production. No trade is possible.

(E) Nation Y has comparative advantage in crepe
production and should trade paper to Nation
X in exchange for crepes.

Crepes

Paper

Figure D.4
Using the graph above (Figure D.4), which of the

following movements would be described as eco-
nomic growth?

(A) W to X

(B) XtoY

O WtoY

(D)Z to W

(E) Xt Z

If DVD players are a normal good, an increase in
household income will

(A) increase the equilibrium quantity and
increase the price.

(B) decrease the equilibrium quantity and
increase the price.

(C) increase the equilibrium price, but the
change in quantity is ambiguous.

(D) decrease the equilibrium quantity and
decrease the price.

(E) increase the equilibrium quantity but the
change in price is ambiguous.

If an American firm moves a plant from the U.S.
to Brazil,

(A) U.S. GDP falls and Brazil’s GDP falls.
(B) U.S. GDP rises and Brazil’s GDP falls.
(C) U.S. GDP falls and U.S. GNP rises.

(D) U.S. GDP falls and Brazil’s GDP rises.
(E) U.S. GDP rises and Brazil’s GDP rises.



6. For years you work as a grocery checker at a
supermarket and one day you are replaced by self-
serve checkout stations. What type of unemploy-

ment is this?

(A) Cyclical
(B) Structural
(C) Seasonal
(D) Frictional
(

E) Discouraged

7. If the CPI increases by 2 percent and your nom-
inal income increases by 8 percent, your real

income has

(A) increased by 4 percent.
(B) decreased by 4 percent.
(C) increased by 6 percent.
(D) decreased by 6 percent.
(E) increased by 10 percent.

8. To deflate nominal GDP, you must

(A) divide nominal GDP by the GDP deflator.
(B) multiply real GDP by the GDP deflator.

(C) divide real GDP by the GDP deflator.

(D) multiply nominal GDP by the GDP deflator.
(E) divide nominal GDP by real GDP.

9. A stronger stock market is likely to cause which of
the following changes in the consumption func-
tion, the MPC, and aggregate demand?

CONSUMPTION AGGREGATE
FUNCTION MPC DEMAND
(A) Increase Increase Increase
(B) No change No change | No change
(C) Increase Decrease No change
(D)Increase No change Increase
(E) Decrease No change Decrease

10.

11.

12.

13.
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An increase in investor optimism will have which
of the following effects in the market for loanable

funds?

(A) An increase in supply, lowering the interest
rate.

(B) A decrease in demand,
interest rate.

(C) An increase in both supply and demand, and
an ambiguous change in interest rates.

(D) A decrease in supply, decreasing the interest

increasing the

rate.
(E) An increase in demand, increasing the inter-
est rate.

If the economy is operating below full employ-
ment, which of the following will have the great-
est positive impact on real GDP?

(A) The government decreases spending with no
change in taxes.

(B) The government increases spending with no
change in taxes.

(C) The government decreases spending and
matches it with a decrease in taxes.

(D) The government holds spending constant
while decreasing taxes.

(E) The government increases spending and
matches it with an increase in taxes.

Suppose the economy is operating beyond full
employment. Which of the following is true at
this point?

(A) The short-run AS curve is horizontal.

(B) Further increases in AD will result in a lower
price level.

(C) A decrease in AD will result in a lower price
level if prices are sticky.

(D) Further increases in AD will not lower the
unemployment rate, but will create inflation.

(E) The unemployment rate is higher than the
natural rate of unemployment.

The spending multiplier is often smaller than
predicted because of

(A) lower taxes.

(B) increasing net exports.
(C) falling unemployment.
(D) lower interest rates.
(E) rising price levels.
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14. The best example of a negative supply shock to
the economy would be

(A) a decrease in government spending.
(B) a decrease in the real interest rate.
(C) an increase in the money supply.
(D) unexpectedly higher resource prices.
(E) technological improvements.

15. The Phillips curve represents the relationship
between

(A) inflation and the money supply.

(B) unemployment and the money supply.

(C) the money supply and the real interest rate.
(D) inflation and unemployment.

(E) investment and the real interest rate.

16. If the economy is experiencing a recession, how
will a plan to decrease taxes for consumers and
increase spending on government purchases

affect real GDP and the price level?

(A) GDP rises and the price level falls.
(B) GDP falls and the price level rises.
(C) GDP rises and the price level rises.
(D) GDP falls and the price level falls.
(E) GDP stays the same and the price level rises.

17. Of the following choices, the one most likely to
be preferred by supply-side economists would be

(A) increased government spending.
(B) higher tariffs on imported goods.
(C) lower taxes on household income.
(D) higher welfare payments.

(E) a tax credit on capital investment.

18. Automatic stabilizers in the economy serve an
important role in

(A) increasing the length of the business cycle.

(B) balancing the budget.

(C) increasing a budget surplus in a recession.

(D) decreasing net tax revenue during economic
growth.

(E) lessening the impact of a recession.

19. The “crowding out” effect is the result of

(A) decreasing interest rates from contractionary
fiscal policy.

(B) increasing interest rates from expansionary
fiscal policy.

(C) increasing interest rates from expansionary
monetary policy.

(D) increasing unemployment rates from expan-
sionary monetary policy.

(E) a depreciating dollar versus other currencies.

20. In a recession, expansionary monetary policy is

designed to

(A) decrease AD so that real prices will decrease,
which is good for the economy.

(B) increase AD, which will increase real GDP
and increase employment.

(C) increase unemployment, but low prices
negate this effect.

(D) keep interest rates high, which attracts for-
eign investment.

(E) boost the value of the dollar in foreign cur-
rency markets.

21. A contractionary monetary policy will cause the
nominal interest rate, aggregate demand, output,
and the price level to change in which of the
following ways?

NOMINAL
INTEREST | AGGREGATE PRICE
RATE DEMAND |OUTPUT | LEVEL
(A) Decrease Increase Increase | Increase
(B) Decrease Decrease Decrease | Increase
(C) Increase Decrease  |Decrease | Increase
(D) Increase Decrease  |Decrease | Decrease
(E) Increase Increase Increase | Increase

22. Which of the following is a tool used by the Fed
to increase the money supply?

(A) A lower discount rate

(B) Selling Treasury securities to commercial
banks

(C) A higher reserve ratio

(D) A lower personal income tax rate

(E) A lower investment income tax rate



23.

24.

25.

26.

Which of the following monetary policies would
lessen the effectiveness of expansionary fiscal policy?

(A) Decreasing the value of the domestic currency.

(B) Lowering the income tax rate.

(C) Selling Treasury securities to commercial
banks.

(D) Lowering the discount rate.

(E) Lowering the reserve ratio.

Which of the following is an accurate statement
of the money supply in the U.S.?

(A) The money supply is backed by gold reserves.

(B) The least liquid measure of money is M2.

(C) M1 is larger than A73.

(D) Paper money can be exchanged at commer-
cial banks for an equal amount of gold.

(E) The most liquid measure of money is M1.

Excess reserves in the banking system will
increase if

(A) the reserve ratio is increased.

(B) the checking deposits increase.

(C) the discount rate is increased.

(D) the Fed sells Treasury securities to commer-
cial banks.

(E) income tax rates increase.

If a bank has $1000 in checking deposits and the
bank is required to reserve $250, what is the
reserve ratio>’ How much does the bank have in
excess reserves! What is the size of the money
multiplier?

(A) 25%, $750, M=%
(B) 75%, $250, M =4
(C) 25%, $750, M = 4
(D) 75%, $750, M =%
(E) 25%, $250, M = 4
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27. Suppose the reserve ratio is 10 percent and the

28.

29.

Fed buys $1 million in Treasury securities from
commercial banks. If money demand is perfectly
elastic, which of the following is likely to occur?

(A) Money supply increases by $10 million, low-
ering the interest rate and increasing AD.

(B) Money supply remains constant, the interest
rate does not fall, and AD does not increase.

(C) Money supply increases by $10 million, the
interest rate does not fall, and AD does not
increase.

(D) Money supply decreases by $10 million,
raising the interest rate and decreasing AD.

(E) Money supply decreases by $10 million, the
interest rate does not rise, and AD does not
decrease.

If the world price of copper exceeds the domestic
(U.S.) price of copper, we would expect

(A) The U.S. to be a net exporter of copper.

(B) The U.S. to impose a tariff on imported
copper to protect domestic producers.

(C) The demand for U.S. copper to fall.

(D) A growing trade deficit in the U.S. in goods
and services.

(E) The dollar to depreciate relative to the cur-
rencies of other copper-producing nations.

Suppose the Japanese economy is suffering a pro-
longed recession. Lower Japanese household
incomes will affect U.S. exports to Japan, demand
for the dollar, and the value of the dollar relative
to the yen in which of the following ways?

EXPORTS DEMAND VALUE

TO JAPAN FOR $ OF $
(A) Decrease Decrease Decrease
(B) Decrease Decrease Increase
(© Decrease Increase Decrease
(D) Increase Decrease Decrease
(E) Increase Decrease Increase
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30. Which of the following is a likely effect of a
higher tariff imposed by the U.S. on imported
automobiles?

(A) Net exports will fall and the dollar will appre-
ciate in value.

(B) Net exports will fall and the dollar will depre-
ciate in value.

(C) The price of automobiles in the U.S. will fall.

(D) Net exports will rise and the dollar will
depreciate in value.

(E) Net exports will rise and the dollar will

appreciate in value.



¢ 33

Take Diagnostic Exams

Microeconomics Answers and Explanations, Section |

This Diagnostic Exam was designed to test you on topics that you will see on the AP
Microeconomics exam in the approximate proportions that you will see them.
Chronologically they appear in the approximate order of their review in Step 4 of this book,
but this is not the case on the AP exam. Topics on the practice exams are shuffled.

Questions from Chapter 5

1.
2.

C—This is the definition of scarcity.

D—1In a capitalistic market economy the central
government has minimal roles in the production
and distribution of goods. Resources are allocated
based on relative, not absolute, prices. The role of
private property is central to capitalism.

E—A concave, or bowed out, PPF illustrates the
principle of increasing opportunity costs. It is
more and more difficult (costly) to produce
increasing amounts of a good.

Questions from Chapter 6

4.

B—In a market free of price controls or other
distortions, equilibrium occurs at a price where
Q4 = Q.. Graphically this is where the demand
curve intersects the supply curve. Here, social
welfare is maximized, allocative efficiency is
attained, and there exists no dead weight loss.

D—If the price of a production input (or
resource) increases, the supply curve shifts left-
ward and the price of gasoline rises. Hint: Having
a strong grasp of what shifts supply and demand
curves will really pay off. Draw these shifting
curves in the margin of the exam book!

A—Increased demand, by itself, increases equi-
librium quantity and increases the price of
grapes. Increased supply, by itself, increases equi-
librium quantity and decreases the price of
grapes. So quantity definitely increases, but the
price change is unknown because it depends on
how far the curves shift in relation to each other.
Quickly draw these in the exam book.

E—Consumer surplus is the area above the price
and below the demand curve. It is the difference
between the price consumers would have paid
and the price they did pay.

Questions from Chapter 7

8. A—If the percentage change in Q is greater than

the percentage change in price, the good is elas-
tic. In this situation of rising prices, total spend-
ing on beef will fall because the upward effect of
prices is outweighed by the downward effect of

quantity.

. C—The cross-price elasticity measures how sen-

sitive the Q of good X'is to a change in the price
of good Y. If this elasticity is greater than zero, the
two goods are substitutes and if it is negative, the
two goods are complements.

10. A—One of the foundations of the Law of

11.

Demand is falling marginal utility as more of a
good is consumed. You can eliminate any choices
that refer to marginal cost and a downward slop-
ing demand curve would not be the result of total
utility that increases at an increasing rate.

D—A consumer stops eating cookies when total
utility is maximized, which corresponds to when
MU = 0. Because marginal utility falls with con-
sumption, the very next cookie will give the con-

sumer disutility (MU < 0) so she stops.

Questions from Chapter 8

12.

13.

14.

B—An increase in the price of capital is an
increase in total fixed costs. This increases AFC.
Since ATC = AFC + AVC, it also increases ATC.
Because fixed costs do not change with output,
marginal cost and variable cost remain the same.

E—TEFC are constant so if AFC = $10 at ¢ = 1,
and AFC = TFC/q, TFC must be $10. Know the
way in which all total and average costs are
related.

B—This question tests whether you know
the relationships between production and cost.
Marginal cost and marginal product are inverses
of each other. Since the point of diminishing mar-
ginal productivity is where MP is at a maximum,
look for the point where MC is at a minimum.
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15.

D—At a quantity of 4, TFC = $10 and TVC =
AVC # g =85 * 4=$20. Since TC=TFC+TVC,
TC = $30.

Questions from Chapter 9

16.

17.

18.

19.

20.

21.

22,

23.

E—Monopolistic competition is characterized by
product differentiation. One way that firms dif-
ferentiate their products and protect market share
is through extensive advertising.

B—The shutdown point is at minimum AVC. If
the price falls below this point, the firm finds it
rational to produce nothing in the short run and
incur losses equal to TFC.

C—When the price rises, the perfectly competi-
tive firm finds a higher level of output where P =
MR = MC. Since this price lies above the ATC
curve, positive economic profits are possible.

E—The question describes a situation where
short-run losses are being incurred. In the long
run, firms exit, shifting market supply leftward,
increasing market price until the firms earn
normal, or breakeven, profits.

C—One of the important results of monopoly is
that, while output is set where MR = MC, price
is set from the demand curve, so P > MC. This
creates inefficient resource allocation and dead
weight loss that is not eliminated in the long run.

B